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SOCIAL WELFARE IN RATE MAKING 

THE power to regulate the rate systems of public utilities 
is of great importance to social welfare, because the 
rates which such corporations charge for their services 
may have far-reaching social effects upon the community. It 
is, indeed, this very fact that has been one of the motives 
underlying the movement for government ownership. In govern- 
ment hands, it is urged, the rates of public utilities can be so 
fixed as consciously to promote the social well-being. It is 
pointed out by advocates of government ownership that this was 
one of the ends aimed at in the purchase of railroads, street 
railways, gas, electric and waterworks by the governments and 
municipalities of Europe — and particularly of Germany. As 
evidence of the results attained in this direction attention is 
called to the cheap workmen's tickets which have been offered on 
the municipal street railways, encouraging the relatively poorer 
classes of the people to live in the suburbs, and thereby tending 
to relieve congestion in the cities. Low fares granted to school 
children have had a similar effect and have rendered educational 
advantages more readily accessible to the masses. Moreover, 
it is said that the standards of living of the people have been 
raised by bringing such modern conveniences as gas, electricity 
and abundant water supply within the reach of families of slen- 
der means. These and many other beneficent social results are 
put to the credit of government ownership. 

In the United States, for the present at least, we have com- 
mitted ourselves to a program of regulation. Such being the 
case, it becomes important to determine how far it is possible 
to fix rates on a basis of social welfare under that policy. Liv- 
ing, as we are in this country, under a legal system built upon 
a practical sanctification of property rights, can the government 
regulate the rates of public utilities so as to promote the greatest 
social well-being of the community? Can public service com- 
missions adjust rates, if they deem it advisable, so as to relieve 
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congestion, encourage education, raise standards of living, de- 
velop communities, foster industry, and accomplish other similar 
purposes? Upon the answer to such questions, in part, the 
program of regulation must be judged. 

In legal theory the regulation of rates is based upon one or 
both of two general principles — the cost of the service or the 
value of the service, 1 or a modification of them. It is in the 
application of these principles that questions affecting the social 
welfare may arise. In a given case, for instance, the regulating 
authority must decide which one of them shall be applied. 
Then, if the cost of service be taken as a basis, the further 
question arises as to how far this shall be carried, whether it shall 
be applied to the rate schedule as a whole or extended to each 
class of rates in that schedule, and what percentage of return 
over and above actual cost shall be allowed. If the value of 
the service be accepted as the criterion, it becomes necessary 
to decide whether all that the traffic will bear shall be allowed 
or only a part of it. Many factors must be considered in de- 
termining these issues, and the regulating authorities are frank 
to recognize social welfare as one of them. An analysis of their 
attitude in applying the cost-of-service and the value-of-service 
principles to specific rate systems will show to how great an ex- 
tent this social factor may be admitted. 

Before passing to a discussion of these points, however, it is 
necessary to point out the legal basis on which considerations 
of social welfare in rate making are grounded, as well as the 
limitations to which they are restricted. In the last analysis all 
rate regulation rests on the public interest. It is because their 
business is affected with a public interest that the utility cor- 

'B. Wyman, The Special Law Governing Public Service Corporations. 2 vols., 
1911, no. 1071. Beal & Wyman, Railroad Rate Regulation. 2d. ed., 1915, no. 
381. The terms " cost of the service " and " value oi the service " are used here in 
a legal rather than an economic sense. " Cost of the service " refers to the fixing 
of rates by regulating authorities on the principle that the rate should be equal to 
the actual cost of furnishing the service in question, plus a reasonable return. 
"Value of the service " is the principle of allowing utilities to charge rates varying 
considerably from actual cost plus fair return, according to the demand, or according 
to " what the traffic will bear." Rates based on the value of the service, however, 
do not necessarily mean charging all that the traffic will bear. 
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porations are subject to regulation by the state. 1 The rights 
of the public have always been recognized. Twenty years ago 
the Supreme Court declared : " It cannot be said that a cor- 
poration is entitled as of right, and without reference to the in- 
terest of the public, to realize a given per cent on its capital 
stock. . . . The public cannot properly be subjected to un- 
reasonable rates, in order simply that stockholders may earn 
dividends." 2 The doctrine was repeated in Smyths. Ames, 3 
where the court declared that a railroad cannot "fix its rates 
solely with a view to its own interests and ignore the rights of 
the public." This fundamental principle is too well known to 
need further elaboration, but it is necessary that it be empha- 
sized at this point, for it is here, if anywhere, that any legal 
justification for the admission of social welfare as a factor in 
rate making is to be found. 

Under our legal system, however, even the rights of the 
public are restricted by the constitutional protections to prop- 
erty. It is hardly necessary to go into these in detail. The 
Constitution provides that no person shall be deprived of prop- 
erty without due process of law, and that no person shall be 
denied the equal protection of the laws. These provisions are 
the basis for prohibiting confiscatory or discriminatory rates, 
and they are of compelling force here. Social welfare does 
not justify a rate so low that it does not provide a fair return 
upon a fair value, nor a rate markedly favoring some con- 
sumers at the expense of others. It is evident at once, there- 
fore, that such cases as those in Europe where publicly owned 
utilities have been run at a financial loss for the sake of the 
broad social gains thereby involved cannot be duplicated for 
private utilities in this country under a program of regulation. 
Moreover, if rates are made to encourage particular industries, 
regions or classes whose development is believed necessary to 
the social well-being, such rates may be overthrown as consti- 
tuting an illegal discrimination. 

l Munn v. Illinois (1876) 94 U. S., 113. 

'Covington & Lexington Turnpike Co. v. Sandford (1896) 164 U. S., 578. 

3 (1898) 169 U. S., 466. 
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It was formerly held by the courts that while a public utility 
must earn a fair return from its rate schedule taken as a whole, 
this rule need not apply to every class of service under that 
schedule. This meant that the company might be compelled 
to perform some services, or to operate a particular part of its 
business at or even below cost, so long as its tariffs in toto were 
sufficient to provide an adequate income. In Minnesota & St. 
Louis R. R. v. Minnesota, 1 for instance, the constitutionality of 
a rate on coal was attacked on the ground that if this rate were 
applied to all the freight business of the road its income would 
not constitute a fair return upon its investment. The rate was 
upheld by the Supreme Court on the ground that " it may well 
be that the existing rates upon other merchandise, which are 
not disturbed by the commission, may be sufficient to earn a 
large profit to the company, though it may earn little or noth- 
ing upon coal in carload lots." Similar decisions were rendered 
in other cases.* These decisions were interpreted by legal 
authorities as permitting rates on specific parts of a company's 
lines or on particular classes of its traffic at or below cost, so 
long as the return from the entire rate schedule was adequate.* 
This interpretation was followed by the lower courts. It can 
readily be seen that it permitted commissions a wide range of 
discretion in shaping rate schedules so as to promote the social 
welfare. Reeder, for instance, says in regard to it that " even 
if it were proved that under a particular regulation the company 
would not receive even the operating expenses, the regulation 
would not necessarily be unconstitutional." 4 It is conceivable 
under this interpretation, therefore, that a transit company 
might be compelled to offer a low rate for service on certain of 
its lines to develop particular sections of a city or to relieve 
congestion. Railroads might be compelled to transport school 
children at low rates in furtherance of education. Small con- 

'(1902) 186 U. S., 257. 

1 Particularly St. Louis & San Francisco Ry. v. Gill (1895) 156U. S., 649; Simpson 
v. Shepard (1913) 230 U. S., 352 (466). 

S R. P. Reeder, Validity of Rate Regulation, 1914, no. 184 et seg,, where addi- 
tional cases are cited. See also Bruce Wyman, op. cit., no. 1063. 
4 Op. cit., section 186. 
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sumers of utility services could be encouraged by rates favor- 
able to them. In short, rates could be regulated so as to 
accomplish nearly as much as is claimed for the rate systems 
of the municipally owned public utilities of Europe. 

This doctrine has been completely upset in a recent decision 
by the Supreme Court, averring that its previous decisions had 
been misinterpreted. The case was that of Northern Pacific 
Railway v. N. Dakota. 1 The state of North Dakota, with the 
aim of encouraging the lignite coal industry in that state, deem- 
ing that it was thereby promoting the general welfare, had fixed 
a low rate on coal in carload lots. It was shown that the rate 
fixed compelled the railroads to carry lignite coal at or near 
cost, although their rate schedule as a whole was amply remun- 
erative. The court set aside the rate as confiscatory in violation 
of the due-process clause of the Constitution. Justice Hughes, 
in delivering the opinion of the court, said : 

But, while local interests may serve as a motive for enforcing reason- 
able rates, it would be a very different matter to say that the state may 
compel a carrier to maintain a rate upon a particular commodity that 
is less than reasonable, or — as might equally well be asserted — gratui- 
tously, in order to build up a local enterprise. 

He also declared : 

The fact that the property is devoted to a public use on certain terms 
does not justify the requirement that it shall be devoted to other public 
purposes. . . . The public interest cannot be invoked as justification 
for demands which pass the limits of reasonable protection and seek to 
impose upon the carrier and its property burdens that are not incident 
to its engagement. 

Thereupon the following principle was laid down : 

Where it is established that a commodity, or a class of traffic, has been 
segregated and a rate imposed which would compel the carrier to trans- 
port it for less than the proper cost of transportation, or virtually at 
cost, and thus the carrier would be denied a reasonable reward for its 
service after taking into account the entire traffic to which the rate 
applies, it must be concluded that the state has exceeded its authority. 

^igiS) 226 U. S., 585. 
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This decision, which has been followed in a number of succeed- 
ing cases, 1 strikes a severe blow at social-welfare rate making 
by effectually closing up the greatest avenue for its exercise. 
It is to be noted that the court, while it acknowledges the validity 
of considering the " public interest " in rate making, sets rigid 
limitations thereon, and specifically denies that a rate can be 
fixed whose purpose is the securing of social gains not directly 
incident to the functions of the utility corporation. Moreover 
it emphasizes increasingly the cost-of-service principle as the 
fundamental determinant of rates. Private property is thereby 
entrenched more securely than ever and a serious setback 
is given to the possibilities of a program of regulation. 

In view of these restrictions, it may seem as if any endeavor 
to bring about social amelioration by rate regulation necessarily 
must be very feeble. It is true that the limitations, as inter- 
preted by the courts, have made the social-welfare factor in 
rate making weaker than it was before. In fact, however, there 
is more room for this to be considered than is at first apparent. 
This has been recognized by the Supreme Court in the case of 
Norfolk and Western Railway v. Conley, 2 where, commenting 
upon its former decision in Northern Pacific Railway v. North 
Dakota, 3 it said : 

It was recognized that the state has a broad field for the exercise of its 
discretion in prescribing reasonable rates for common carriers within 
its jurisdiction ; that it is not necessary that there should be uniform 
rates or the same percentage of profit on every sort of business ; and 
that there is abundant room for reasonable classification and the adap- 
tation of rates to various groups of service. 

It would thus appear that the rate-regulating authority, while 
it must make each rate (or at least each class of rates) high 
enough to bring in a reasonable return, may invoke considera- 

1 Norfolk & Western Ry. v. Conley (1915) 236 U. S., 605. U. P. R. R. Co. v. 
Public Utilities Com. of Kansas, Public Utilities Reports Annotated (hereinafter 
referred to as P. U. R. 1915) D, 377. In re N. E. Kansas Telephone Co., P. U. 
R. 1916 B, 925. Butler v. Lewiston, A. & W. St. Ry. Co., P. U. R. 1916 D, 25. 

* Supra, note I. * Supra. 
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tions of social welfare to determine what rate of return is rea- 
sonable in a given case, and that it need not allow the same 
proportionate return in every case. Thus the North Dakota 
Board of Railroad Commissioners, after the rate on coal had 
been declared unconstitutional in the case above cited, in fixing 
a new rate pared the " reasonable return " as low as it dared. 
It pointed out that the Supreme Court had conceded that local 
interests might serve as a motive for enforcing reasonable rates, 
and that it had therefore taken into consideration, in fixing the 
new rate, the fact that the lignite coal industry is fostered by 
the legislature of North Dakota, and is one which it is the 
policy of that state to encourage. 1 

The significance of these principles, and of the extent to 
which they are applied, can perhaps be best shown by a discus- 
sion of some specific rate questions in which problems of social 
welfare appear. One such problem is to be found in the atti- 
tude of American law toward suburban railway fares. 

It is sound social policy to adjust these fares so as to relieve 
congestion in the large cities. While the American law does 
not permit this policy to be applied to so great an extent as 
would be possible under government ownership, it does permit 
the existence of relatively low suburban rates in the form of 
commutation railway tickets. These tickets are not based on 
a strict mileage rate, for the rate per mile becomes less as the 
distance from the city increases. They are issued to a favored 
class of customers, the commuters, or persons who make the 
trip daily or frequently from the suburbs to the city. Thus 
permanent residence outside the thickly populated districts is 
made possible for the individual whose place of business is in the 
congested zone, and the more distant his residence the more 
favorable is his rate, so that the man who lives fifteen or twenty 
miles from the city pays little more for daily transportation than 
he who lives only ten miles away. Moreover, what little extra 
he does pay is probably compensated by the lower rent which 
he is charged in the further outskirts of the city. Such commu- 
tation tickets have been held by the Supreme Court 2 not to be 

1 In re Lignite Coal Rates, P. U. R. 191 5 F, 190. 

* Interstate Commerce Commission v. Balto. & Ohio Ry. Co. (1892) 145 U. S., 263. 
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unlawful discrimination. The text of the Interstate Commerce 
Act, as well as the statutes of many of the states, specifically 
declare that commutation tickets shall not be considered illegal 
discrimination. The Interstate Commerce Commission has held 
that once low commutation rates have been established volun- 
tarily by the railroads, public utilities commissions may compel 
their continuance and may pass upon their reasonableness. * In 
rendering this decision the commission gave candid recognition 
to the principle of social welfare in rate making when it said : 

It will not be necessary to dwell here upon the importance of the 
question not only to the particular surburban communities involved in 
the record before us, but to many other such communities throughout 
the country, the prosperity and growth of which largely depend upon 
an efficient and reasonable commutation service. Many such com- 
munities have not only been encouraged by the carriers, but were in 
fact originally established largely on their initiative. Surburban prop- 
erty has been bought, homes have been established, business relations 
made, and the entire course of life of many families adjusted to the 
conditions created by a commutation service. This may not have been 
done on the theory that the fares in effect at any particular time would 
always be maintained as maximum fares, but countless homes have 
been established in suburban communities in the belief that there would 
be a reasonable continuity in the fares and that the carriers in any 
event would perform the service at all times for a reasonable compen- 
sation. 

In another case 2 the Commission said : 

They [commutation rates] tend to benefit the public by permitting 
and encouraging residence at a considerable distance from the place of 
occupation, thus aiding the territorial growth of cities and relieving 
their congested districts. So far as they have that effect such rates in 
turn benefit the railways by securing business that otherwise would not 
be obtainable. 3 

While the beneficent social results are thus used as justifica- 

1 Commutation Rate Case (191 1) 21 I. C. C. Rep., 428. 
* Sprigg v. Balto. & Ohio Ry. ( 1900) 8 I. C. C. Rep., 443. 

'See also R. R. Passenger Rate Case (Mass.) Pub. Ser. Com. P. U. R. 1915 
B, 362, and In re Passenger Rates (N. J.) P. U. R. 1915 B, 161. 
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tion for placing commutation rates under the jurisdiction of the 
rate-regulating authority, and for compelling the continuance 
of such rates, once they have been established by the railroads, 
it is the cost-of-service principle which must finally determine 
whether the rate is reasonable. The case of Northern Pacific 
Ry. v. North Dakota would clearly apply here. If the low 
commutation rates did not in fact yield a fair return to the 
railroad over the costs of providing its suburban service, the 
rate would evidently be unconstitutional. In the Commutation 
Rate Case above referred to, after making the statements 
quoted, the Interstate Commerce Commission proceeded to 
examine the costs in finally passing upon the reasonableness of 
the rates under consideration. The real legal weakness of the 
social-welfare principle as a factor in rate making is here ap- 
parent. In the last analysis it is cost of service that is the 
determinant. Fortunately for the public, commutation costs are 
actually less than the costs for other kinds of traffic. " The 
bulk of this traffic moves regularly and hence more nearly ex- 
hausts the potential capacity of the equipment than most other 
classes of riders. . . . Also not all the trips are used. ... It 
may be, and probably is, the fact that it costs less per passenger 
per mile to transport commuters than one-way passengers." x 
It just happens, then, that the cost of service operates here to 
the relief of congestion. Were it not so, the social well-being 
would probably have to bow before the interests of property. 

The fundamental impotence of the rate- regulating authority 
as a promoter of the social welfare, however, is shown by the 
fact that it cannot under the Interstate Commerce Act compel 
the carrier to initiate low commutation rates where they have 
not previously existed. While this does not appear to have 
been definitely stated by any court, it is implied in most of the 
commutation cases. It is only because the railroad, once hav- 
ing established commutation rates voluntarily, has assumed a 
sort of obligation to the communities dependent on its service, 
that it can be compelled to continue the rates. Custom, prece- 
dent, the development of suburbs on the tacit assumption that 

1 In re Passenger Rates (N. J.) P. U. R. 1915 B, 161. 
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the rates will continue, and the stimulation of the growth of the 
suburbs by the railroads, place upon the latter the duty of 
maintaining the practice. But the Interstate Commerce Com- 
mission says : " It is conceded . . . that a carrier cannot be 
compelled, under the present law, to undertake a commutation 
service and to establish commutation rates. That is probably 
true." x It is within the power of the legislative body, presum- 
ably, however, to compel the railroads to establish such rates. 

Similar in principle to the commutation fares is the practice 
of offering monthly tickets at reduced rates to school children. 
The encouragement of education by the offering of such rates 
is plainly conducive to the social welfare. Such favorable rates 
have long been maintained by American railroads and have 
received the sanction of the courts. Cheap tickets for school 
children are justified on the same grounds as commutation 
tickets, except that here the social considerations are even more 
compelling. Their status in rate-regulation law is practically the 
same as that of the commutation fares. The laws of Massa- 
chusetts ' provide that the rate for school children on all street 
railways " shall not exceed one-half the regular fare." In com- 
menting on this the Massachusetts Public Service Commission 
says : " The burden so imposed upon the companies is in the 
nature of special taxation, and rests upon an authority possessed 
by the legislature." 3 In general the low school rate, like the 
ordinary commutation fare, is based on the lower cost of hand- 
ling such traffic. Thus the Maine Public Utilities Commission 
justifies such rates because the school traffic is not at rush hours, 
because it entails no additional expense to the carriers, and 
because the traffic is so much greater as a result of the low 
fares that it averages a return as great as when higher rates are 
exacted. 4 Some commissions have even very recently upheld 
school rates on grounds of social welfare where it is doubtful 

1 Commutation Rate Case, p. 529, n. 1, supra. 

•Statutes, 1908, chap. 530. 

3 In re School Committee of Canton, Public Service Commission 886, P. U. R. 
1916 B, 361. 

*Cited in Public Service and Federal Trade Reporter, Dec. 15, 1914, p. 718. 



532 POLITICAL SCIENCE QUARTERLY [Vol. XXXII 

whether such rates covered the costs, 1 but in view of the 
Supreme Court decision in Northern Pacific Railroad v. North 
Dakota, it is certain that such rates must be unconstitutional. 

An important social problem is presented by the incidence 
of terminal charges in railway rate making. With the rapid 
development of large cities in America the railroads have found 
it necessary to erect costly terminal facilities in order to care 
for the increasing volume of traffic at these points. Extensive 
yards, switching tracks, and loading and unloading facilities 
had to be erected for freight shipments, while huge and mag- 
nificent stations, electrical equipment and tunnels have been 
provided for passenger service. Up to the present time there 
has been no attempt to separate these enormous terminal costs 
from other expenses in railroading. This means that traffic to 
these terminal points pays no extra charge for the use of the 
facilities offered, these costs being divided equally between all 
traffic, whether making use of the terminals or not. The effect 
of this system is to give an undue advantage to the large cen- 
ters and to place the burden thereof on the country in general. 
The large cities are really getting service at less than cost, 
business in those centers is unduly stimulated, manufactures 
are developed at the expense of agriculture, more expensive 
ways of doing business are promoted, and the problems of 
urban congestion are accentuated by placing a tax on the rest 
of the country. 

While the issue involved here has never been passed upon 
directly by the courts, they have by implication given their ap- 
proval to the present system. The Interstate Commerce Com- 
mission, ignoring the principle of cost here, and following the 

1 In re Idaho Traction Co., P. U. R. 1915 D, 742. Here a needed increase in 
the revenues of a railway company was permitted by an increase in interurban fares, 
a similar increase in school tickets being denied. The commission said : " While 
the present rate may seem unreasonably low, it has given to many children the ad- 
vantages of good schools which a higher rate might put beyond their reach, and we 
fear that the proposed increase of 25 per cent might discourage some in their efforts 
to obtain a better education." 

In 1914 the New Hampshire Public Service Commission ordered reduced school 
rates on the Manchester street railways, although the same rate if applied to the 
general public would not bring a fair return to the company. Cited in Public Service 
and Federal Trade Reporter, Dec. 1, 1914, p. 685. 
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line of least resistance, has given recognition to the rates sanc- 
tioned by custom. In Associated Jobbers of Los Angeles v. 
Atchison, Topeka & Santa Fe Railway Co.' the commission 
denied to a carrier the right to add an extra terminal charge 
for freight where the delivery was made on the carrier's own 
lines. But in this case the extra terminal charge was denied 
not because the principal of separating terminal and conveyance 
charges is deemed illegal, but because under the American 
system the flat conveyance rate has always been recognized as 
including the terminal costs, and it would be unjust discrimina- 
tion to charge twice for the same service. On the other hand 
the exaction of an extra terminal charge in addition to the 
regular rate has been upheld by the Interstate Commerce Com- 
mission where the delivery is made not on the company's own 
lines, but upon the line of another railroad. 2 But the terminal 
charge is permitted in this case not because the principle of 
separating terminal and line haul rates is approved, but because 
the connecting carrier exacts the charge from the initial carrier, 
and the latter is therefore entitled to compensation from the 
shipper. The Supreme Court, while upholding the right of the 
carrier to divide the rate between conveyance and terminal 
charges in the case of delivery beyond the lines of the initial 
carrier, has taken pains to point out that it expresses no opinion 
as to the right of the carrier to make such a charge for terminal 
services on its own line. 3 The Interstate Commerce Commis- 
sion, furthermore, has recognized that terminal expenses are an 
item of cost to be considered in determining the reasonableness 
of the general flat rate, 4 but this again is far from admitting the 
validity of a rate system placing the entire cost of terminal 
services upon the traffic using those terminals, much less placing 
any duty on the carriers so to divide their rates. 

The whole issue has now been put squarely up to the com- 
mission in a petition recently filed, asking for a lowering of the 

'(1910) 18 I. C. C. Pep., 310. 

•Boardman Co. v. Southern Pacific Co. (1915) 37 I. C. C. Rep., 81. 
»I. C. C. v. C. B. & Q. R. R. (1902) 186 U. S. 320, (335). 
4 New Orleans Vegetable Growers v. Illinois Central Ry. 34 I. C. C. Rep., 38; 
Eastern Live Stock Case (1915) 36 I. C. C. Rep., 675. 
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rates on traffic to points on the New Jersey side of New York 
harbor. At the present time the rates to these points are the 
same as those to New York city, regardless of the fact that 
there is an extra lighterage cost in handling shipments to the 
latter point. The New Jersey shippers are thus helping to bear 
the cost of that traffic, and they maintain that this is an unjust 
discrimination against them. The case is an important one, for 
if the commission decides in favor of New Jersey, a precedent 
will be created that may have far-reaching effects. It will 
practically amount to the establishment of the principle that 
traffic to the big cities must pay its own terminal costs. These 
costs are heavy and will be sufficient to cause much of the manu- 
facturing business of the country to betake itself to less con- 
gested regions. From the standpoint of social welfare there 
seems to be no justification for the present system. Moreover, 
the apparent tendency of the courts to adhere more and more 
closely to the cost of service as the final determinant in rate 
making would indicate the legal soundness of the principle of 
making the large cities bear their own terminal costs. The 
tacit assent to the flat-rate system heretofore given by the Inter- 
state Commerce Commission, however, and the serious dis- 
turbance that would follow a decision in favor of the New 
Jersey petition — necessitating, as it might, a radical readjust- 
ment of rate schedules all over the country, and causing a seri- 
ous disruption of business — may well cause it to hesitate in 
taking such action. As the cost-of-service principle has worked 
for the social welfare in suburban railway fares, so also in ter- 
minal costs it will make for the relief of congestion, and in the 
end it seems likely that the courts will give it recognition. 1 

The same principle applied to another rate question, however, 
is not so salutary in its effects from the social viewpoint. The 
possibility of improving the standards of living of a community 
by the maintenance of low rates on gas, electricity, water and 
telephones has already been referred to. Regulations tending 
to maintain for such public utilities rate schedules that favor 

1 For a part of the foregoing discussion I am indebted to Mr. R. J. McFall, in his 
article "The Problem of Terminal Rates," inthe Puilic Utilities Magazine, January 
1917- 
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the small consumer, therefore, is in accord with sound social 
policy. A careful analysis of costs, however, will lead to rates 
distinctly unfavorable to small users. It is pointed out by 
public-utility experts that there are three costs in connection 
with the furnishing of such services. 1 First there is the con- 
sumer cost, which includes such expenses as that of connecting 
the consumer to the company's mains, the clerical labor in- 
volved in the keeping of accounts and the rendering of bills, 
and the installation and periodic inspection of meters. This is 
obviously a relatively greater expense in the case of the small 
consumer than of the " wholesale " user. Then there is the 
demand cost, or "readiness to serve" or connected load cost, 
which takes account of the maintenance of a plant sufficient to 
meet at any time the maximum potential load which the patrons 
of the utility may put upon it. This again favors the large and 
injures the small consumer, for the demand of the former is 
much more regular and nearer the potential maximum than 
that of the latter. Finally there is the output cost, or actual 
quantity of service used, which is the same for all consumers. 
If all these costs be allowed, the rate per unit for electricity, 
gas or water will be relatively high for small domestic consump- 
tion and extremely low for the industrial or commercial user. 
It is possible to devise a cost system that will place upon the 
company the duty of finding such a market for its services and 
so adjusting that market that the maximum potential capacity 
of its plant will be utilized almost fully most of the time. Such 
a cost system would be much more favorable to the small con- 
sumer because it would relieve him of the burden of most of 
the demand cost. As the principle has been little applied, how- 
ever, while the system above described has been quite generally 
adopted, the cost-of-service principle must be judged for the 
present, at least, as injurious to the residence user. 



1 J. M. Clark, "Rates for Public Utilities," American Economic Review, vol. i, 
pp. 473-487. Halfoid Erickson, " Electric Lighting and Power Rates," Annals of 
the American Academy, vol. 53, PP- 38-50. G. W. Fuller, " Elements to be Con- 
sidered in Fixing Water Rates," Annals of the American Academy, vol. 53, pp. 
51-61. 
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Nor is the value-of-service principle any better. For in 
terms of " what the traffic will bear " the small user is again 
the sufferer. The big manufacturing establishments, especially 
in the use of electricity and gas for power, can substitute some 
other services if the rate does not suit them. Moreover, they 
can usually set up plants of their own and supply themselves at 
low rates if they cannot get satisfactory terms from the public- 
utility company. The residence user, however, must accept 
the service at the rate offered or do without. There is thus a 
continual temptation to place upon the small consumer the 
greater part of the burden of maintaining the fixed charges. 

The attitude of the rate-regulating authorities on all the is- 
sues here involved does not seem to be entirely settled. In 
general it appears to be established that a lower rate to whole- 
sale users is justifiable so long as it is based on actual differ- 
ences of cost. Thus in Western Union Telegraph Co. v. Call 
Publishing Co. the Supreme Court held that it was not an undue 
preference to make a lower rate to one patron than to another 
where there existed " differences in conditions, affecting the ex- 
pense or difficulty of performing the service." * In pursuance 
of this doctrine, commissions have tended to allow public-utili- 
ties corporations to separate their costs so as to give substanti- 
ally lower rates to large users. The Wisconsin commission has 
frankly recognized rates based on all three of the elements of 
cost analyzed above. 2 It has been held in the case of electric 
rates that the long-hour customer is entitled to a lower rate 
than the short-hour customer, and that a lower rate may be 
offered to long-term customers. 3 Readiness to serve has been 
allowed in determining rates by the Oklahoma commission. 4 
Lower rates to wholesale users of natural gas have been allowed 
on this and similar differences of cost. s 

'(1901) 181 u. S.,92. 

'Madison Gas & Electric Case (1910) 4 W. R. C. Rep., 501. See also G. P. 
Watkins, "Electrical Rates in the Opinions of the Wisconsin Commission," Quar. 
your. Econ., vol. xxvii, pp. 373-8. 

3 Tamaqua v. Eastern Penna. Light, Heat and Power Co. (Penna.) P. U. R. 1916 
G, 430. For further cases see J. V. Oxtoby, Legal Phases of Central Station Rate 
Making for Electric Supply, 191 1, pp. 31—32. 

'Case Plow Works v. Oklahoma Gas & Electric Co., P. U. R. 1915 B, 183. 

5 Landon v. Lawrence, P. U. R. 1915 E, 763. 
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But it is to be borne in mind that the lower rate is allowed 
the large user not because he is a large user, but because of 
different conditions of service, and any attempt to reduce the 
rate to him so low that he does not bear his proportionate share 
of the expense will not be allowed. In Hays v. Pennsylvania 
Railroad, 1 the court said : " A discrimination in favor of the 
party furnishing the largest quantity [of goods to be shipped] , 
and solely on that ground — is contrary to a sound public policy." 
The Massachusetts Gas and Electric Commission refused to allow 
rates for electric street lighting which barely met operating cost, 
with no allowance for depreciation, interest or dividends, and 
which threw the entire burden of such charges upon the com- 
pany's private customers." Commissions need not tolerate any 
actual discrimination against the small consumer, and in the in- 
terest of social welfare may protect him as far as is consistent with 
the principles above stated. In In re Bell Water Co.' the Cali- 
fornia Railroad Commission decided that necessary increases 
of the revenues of water companies should not be provided 
for simply by increasing the minimum charge ; since the burden 
should be borne not only by those using far less than the 
minimum, but also toy the larger consumer. In a case involv- 
ing an increase in water rates * the Maryland commission, while 
admitting that the rates asked for were not extortionate, pointed 
out that the residents of the community were earning small 
salaries of from $1.50 to 1.75 per day and could not afford the 
proposed rates ; and since a lower rate would still give a fair 
return to the company, the increase asked for was denied. The 
Oklahoma commission, while recognizing the importance of 
encouraging manufacturers to locate in that state, will not 
authorize reductions in natural-gas rates for manufacturing pur- 
poses at the expense of domestic consumers. 5 These illustra- 

1 (1882) 12 Fed. 309. 

* In re Quincy Electric Light & Power Co., Mass. Rep. 1907. See also Donovan 
v. Goidfield Consolidated Water Co., P. U. R. 1916 D, 419. 

»P. U. R. 1916D, 166(174). 

* Potee v. Brooklyn & Curtis Bay Light and Water Co., P. U. R. 1915 A, 43. 

'Crystal Ice & Ice Cream Co. v. Oklahoma Natural Gas Co., P. U. R. 1916 A, 
206. 
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tions may suffice to show that while rates favoring large consu- 
mers will be permitted notwithstanding considerations of social 
welfare — so long as they are based on substantial differences in 
cost — yet if the commission be inclined to protect the small 
user, the social welfare is a sufficient consideration to prevent 
any unjust discrimination against him. 

The cost-of-service principle has been shown to work for the 
social welfare in the case of commutation, school-ticket, and 
terminal rates, but to have the opposite effect as at present ap- 
plied in rates affecting small and large consumers of gas, water 
and electricity. There is another rate problem affected with 
a social interest where the same principle strictly applied would 
seriously interfere with the prosperity of business and the gen- 
eral development of the community. This is in the case of 
railroad freight rates. The public interest demands that the 
principle of value of service should be admitted as a valid con- 
sideration here and the courts have been free to recognize this. 
Speaking of freight rates, Beale and Wyman say : " The commis- 
sion has said repeatedly that consideration must be given to the 
value of service in determining the reasonableness of rates," * and 
cite numerous cases to this effect. It is scarcely necessary to 
point out the importance of the freight-rate schedule to the 
well-being of a community. Modern business activity — agri- 
cultural, manufacturing and commercial — is dependent upon 
the easy movement of commodities from place to place. If 
this movement be interfered with, serious consequences for 
the nation are threatened. Such easy movement is not pos- 
sible, however, under a rate schedule based strictly on the prin- 
ciple of cost. There are many commodities, which, because 
of their low value, it would not pay to ship if they were forced 
to bear their full share of the fixed and operating costs. For 
instance, one of the commissions has pointed out that the 
cost to a carrier of handling a carload of silk and a carload of 
sand of the same weight is identical except for the liability in- 
volved, yet if the cost were equally divided between them much 
of the sand would not move. 2 In the Railroad Passenger Rate 

1 Op. cit., section 435. 

2 In re A T. & S. F. Ry. Co. (Mo.), P. U. R. 1916 A, 594 (694). 
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Case " the Massachusetts Public Service commission says : 
" Undoubtedly the cost of service represents the most important 
and in many ways the fairest basis for fixing rates, but this 
basis cannot in all cases be inflexibly applied, owing to the eco- 
nomic necessity for moving certain traffic which could not be 
handled at all except at a relatively low rate." 

If the rate be adjusted on a modification of the principle of 
cost, which allows a reasonable consideration of the value of 
the service to the shipper, the freight of high value, and traffic 
near its market can be made to average up rates in a measure 
with bulky freight of low value and with traffic distant from its 
market. Thus the greater part of the burden of profits can 
be shifted to those shippers best able to bear it, an arrangement 
which is both equitable and expedient. It is on substantially 
this principle that the system of freight classification common 
on American railroads is based, and has been approved by the 
regulating authorities. The principle of cost is not entirely 
ignored in freight classification, for the latter does rest partly 
on differences in cost of handling, but these differences alone 
do not furnish a sufficient basis to enable all freight to move 
easily. The Missouri Public Service Commission has analyzed 
the factors to be considered in fixing a freight rate as follows : " 
value of service, value of commodity, liability to damage in 
transit, weight of commodity per cubic foot of space occupied, 
package conditions permitting other commodities to load with 
such commodity, liability of commodity to damage other com- 
modities in transit, competition to the specific market or markets 
with the same or competitive commodities from other sources 
of supply. These factors, with the possible exception of the 
last, fall naturally under the general principles of cost of ser- 
vice and value of service. The Interstate Commerce Commis- 
sion has considered in some detail the whole question of low 
rating of low-class commodities. Its opinion was delivered in 
the case of Colorado Fuel & Iron Co. v. Southern Pacific Rail- 
way, wherein which it spoke as follows : 

J P.U. R. 1915 B, 367. 

! In re A T. & S. F Ry. p. 537, n. 2, Co., supra. See also a similar analysis by 
the W. Va. Commission in Greer v. B. & O. Ry. Co., P. U. R 1916 D. 286. 
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The general comparatively low rating [of low-class commodities] . . . 
is largely due to the character of such commodities, the use to which 
they are put, the demand for them in large quantities throughout the 
country, their susceptibility of movement at less cost and risk to the 
carrier than high-class and more valuable freight, and other like condi- 
tions. It is to the interest of the carriers as well as the public that 
their rates be low enough, if not below a remunerative point, to permit 
the general movement and distribution of these commodities in general 
demand in large quantities for construction, building, manufacturing, and 
other purposes. Reasonable freedom of such movement and distribu- 
tion stimulates the growth and development of the country and thereby 
promotes all interests. 1 

It is to be noted in this opinion that the reservation is made 
that the rates must not be so low as to be unremunerative, and 
on the other hand, as Beale and Wyman point out, " Just be- 
cause high-grade commodities will stand a rate relatively very 
much higher, it is not justifiable to charge them outrageously 
disproportionate rates." 2 Notwithstanding these limitations, 
however, the cases show that the regulating authorities clearly 
recognize the social interests involved, and that in order to 
further those interests they depart from the full application of 
the cost principle and rely upon value of service. 

A consideration of the various questions which have been 
presented permits of certain generalizations. It has been shown 
that the program of rate regulation to which the United States 
has committed itself in dealing with its public utilities is based 
upon two principles — the cost of service and the value of ser- 
vice — and that in applying these principles the effect of a given 
rate upon the social welfare is one of the factors to be considered. 

While the courts have been free to recognize this, the applica- 
tion of this factor has been limited by the protections to prop- 
erty afforded by our Constitution. Unfortunately, the regulating 
authorities have been still further restricted in their efforts to pro- 
mote the social welfare by the recent decision of the Supreme 
Court which decrees that every rate of the schedule shall provide 
a fair return. Nevertheless there is still some room for rates to 

1 (1895) 6 I- c - c - Re P-> 4 8 9- 2 °P- "*■■> section 544. 
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be fixed with a view to social betterment. The principle of cost 
of service, to which the courts seem inclined to adhere more 
and more closely, has permitted relatively low commutation 
and school rates tending to the relief of urban congestion and 
to the encouragement of education. The same principle, if ap- 
plied to terminal costs, as seems not unlikely, will assist in pre- 
venting the piling up of business in the great congested cities, 
thereby tending to relieve the many unfavorable conditions that 
come with overcrowding. No basis has been found, however, 
for raising the standards of living of a community by fixing 
rates encouraging the use of gas, water, electricity and other 
services by small consumers. The cost-of-service principle, as 
at present applied by the regulating authorities, is distinctly 
favorable to the large user ; but the small user may be protected 
from actual discrimination. It is to be regretted that the pos- 
sibilities of raising the living standards of persons of slender 
means is being thus curtailed. Finally, a basis for promot- 
ing the general development of business and the prosperity of 
the nation has been found by an adjustment of freight sched- 
ules which, based on a combination of cost and value of ser- 
vice, permits a classification of rates in proportion to ability 
of the shipper to pay. 

It is apparent, therefore, that there is opportunity for the 
promotion of the social welfare under American rate regulation. 
It is also evident, however, that the opportunity is a limited 
one, and that the bias of our law in favor of propertied interests 
makes any radically constructive action in this direction impos- 
sible. Under the regulation program we cannot look forward 
to any such wide application of the principle of social welfare 
in rate making as is claimed to have been attained by the 
government-owned public utilities of Europe. With the general 
tendency of the courts at the present time to narrow themselves 
to the cost-of-service theory, moreover, it seems likely that rate 
fixing will give less attention, rather than more, to social welfare, 
and will tend to become more an arithmetical determination of 
value and proportionate returns. 

Raymond T. Bye. 
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